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PART A 


MULTIPLE CHOICE QUESTIONS (30 marks) 


Select the correct answer to each of the following FIFTEEN (15) questions and record your answer 


on the answer sheet provided on page 9. Each question carries 2 marks. 


1) 


2) 


3) 


Consider a used car market in which half the cars are good and half are bad (lemons). Suppose the 
average price of a good car is $9000 and the average price of a lemon is $3000. If rational buyers are 
willing to pay $6000 for a used car, then sellers will agree to sell mostly the lemons at this price. What 
is the term used to describe this situation? 

A) Moral hazard 

B) Adverse selection 

C) Anefficient market 


D) Economic irrationality 


What is the principal-agent problem? 

A) It is a problem caused by a person (principal) who hires an agent to act on his behalf but is 
unwilling to delegate authority to the agent to carry out the task in the best possible way. 

B) It is a problem caused by agents pursuing their own interests rather than the interests of the 
principals who hired them. 

C) It is a problem of the power system of boss and subordinate where the boss (principal) exerts 
influence over his subordinates (agents) using punishment or threat. 

D) It is a problem that exists when a person (principal) has more information about the task than the 


agent he hires to perform the task. 


Private costs 

A) are borne by producers of a good while social costs are borne by government. 

B) are borne by consumers of a good while social costs are borne by government. 

C) are borne by producers of a good while social costs are borne by society at large. 

D) are borne by producers of a good while social costs are borne by those who cannot afford to 


purchase the good. 
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4) Figure 1 shows a market with a negative externality. 

The efficient output level is 
A) Qd. 
B) Qb. 
C) Qa. 
D) Qb- Qa. 

Figure 1 
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5) Refer to Figure 1. The private profit-maximising quantity for the firm is 
A) Qa. 
B) Qb. 
C) Qb- Qa. 
D) Qa. 


6) Refer to Figure 1. The deadweight loss due to the externality is represented by the area 
A) abe. 
B) abf. 
C) abd. 
D) ade. 


7) The Coase theorem states that 
A) government intervention is always needed if externalities are present. 
B) assigning property rights is the only thing the government should do in a market economy. 
C) if transactions costs are low, private bargaining will result in an efficient solution to the problem 
of externalities. 


D) a free market equilibrium is the best solution to address externalities. 


8) 


9) 
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Chicken pox vaccinations for toddlers benefit society by protecting young children and by preventing 
an epidemic of the disease. Thus, the social benefits of chicken pox vaccinations exceed the private 
benefit for any quantity of vaccinations as illustrated in Figure 2. 


Figure 2 
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One way to obtain the economically efficient amount of chicken pox vaccinations is for governments 
to subsidise these vaccinations. What is the size of the per-vaccination Pigovian subsidy that the 
government must provide to internalise the external benefits? 

A) PE 

B) (PE - PG) 

C) (PE - PF) 

D) (PF - PG) 


Refer to Figure 2 above. What is the value of the net gain to society as a result of subsidising chicken 
pox vaccinations? 

A) (PE x QE) 

B) (PF x QF) 

C) value equal to the area of FEG 

D) value equal to the area of QFFGQE 


10) Which of the following displays these two characteristics: rivalry and non-excludability? 


A) A public good 
B) A private good 
C) A quasi-public good 


D) A common resource 
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11) Which of the following best illustrates the free rider problem? 


12) 


13 


wa 


A) 


B) 
C) 


D) 


Since no one owns elephants and elephants are valued for their hide, meat and ivory, elephants 
can be hunted to extinction. 

For every purchase of a $30 fare card, you are entitled to five free bus rides. 

If your neighbours professionally landscape their front yards, it is likely that the market value of 
your property will increase. 

All three homeowners in a quiet cul-de-sac have expressed the desirability of security lighting in 
the common parking area. One of the homeowners installs the lighting and asks you to contribute 


toward the cost. You choose not to contribute. 


How does the construction of a market demand curve for a private good differ from that for a public 


good? 


A) 


B) 


C) 


D) 


There is no difference; in both cases the demand curve is determined by adding up the price each 
consumer is willing to pay for each quantity of the good. 

There is no difference; in both cases the demand curve is determined by adding up the quantities 
demanded by each consumer at each price. 

The market demand curve for a private good is determined by adding up the quantities demanded 
by each consumer at each price, but the market demand curve for a public good is determined by 
adding up the price each consumer is willing to pay for each quantity of the good. 

The market demand curve for a private good is determined by adding up the price each consumer 
is willing to pay for each quantity of the good, but the market demand curve for a public good is 


determined by adding up the quantities demanded by each consumer at each price. 


Linda and Sandy own The Preppy Puppy, a dog grooming business. Table 1 lists the number of dogs 


Linda and Sandy can each bathe and groom in one week. 


Table 1 

Bathing |Grooming 
Linda 60 20 
Sandy 50 25 


Select the statement that accurately interprets the data in the table. 


A) 
B) 
C) 
D) 


Sandy has a comparative advantage in dog grooming. 
Linda has a comparative advantage in dog grooming. 
Linda has a comparative advantage in dog grooming and dog bathing. 


Sandy has a comparative advantage in dog bathing. 
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14) Refer to Table 1. Select the statement that accurately interprets the data in the table. 
A) Linda has an absolute advantage in dog bathing and Sandy has an absolute advantage in dog 
grooming. 
B) Sandy has an absolute advantage in dog bathing and Linda has an absolute advantage in dog 
grooming. 
C) Sandy has an absolute advantage in dog bathing and dog grooming. 


D) Linda has an absolute advantage in dog bathing and dog grooming. 


15) Which of the following is the best example of a quota? 
A) a limit imposed on the number of sport utility vehicles that Australia can import from Japan 
B) a subsidy granted by the government to domestic garment manufacturers so they can compete 
more effectively with foreign garment manufacturers 
C) atax placed on all sport utility vehicles sold in the domestic market 


D) a $5000 per-car fee imposed on all sport utility vehicles imported into Australia 
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PART B 


SHORT ANSWER QUESTIONS (20 marks) 
Answer all FIVE (5) questions. Each question carries 4 marks. 


USE ONE OF THE ANSWER BOOKS PROVIDED 


16) 


17) 


18) 


19) 


20) 


Explain the differences between a normal good, a necessity good, a luxury good and an inferior 


good. 
A perfectly competitive firm, monopolistically competitive firm and monopoly firm produce at 
the output where marginal revenue equals marginal cost (VR = MC) but only the perfectly 


competitive firm achieves allocative efficiency. Explain why this is the case. 


Explain whether you agree or disagree with the following statement. “The concept of 


diminishing returns refers to a firm's long-run average cost increasing as output increases.” 


What three main assumptions need to be satisfied if a market is to be described as perfectly 


competitive? Explain why each of these assumptions is important. 


What is moral hazard’? Explain using an example. 
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PART C 


ESSAY QUESTIONS 
Answer any TWO (2) of the following THREE (3) essay questions. 
Each question carries 25 marks (50 marks total) 


USE A SEPARATE ANSWER BOOK FOR EACH QUESTION 


21) 


22) 


23) 


Describe the “tragedy of the commons”. Use an example and a diagram to explain why common 
property resources are subject to overuse. Discuss alternative solutions to the problems you 


identify. 


Use a diagram to illustrate and explain the short run equilibrium of a monopolistically 
competitive firm earning an economic profit. Show this economic profit on the diagram. Explain 
what happens to economic profit in the long run and why. How might existing firms attempt to 


counteract this effect to maintain or increase economic profits? 


Draw a diagram and explain what is meant by the “shut-down” point of the perfectly 
competitive firm. Refer to all the relevant cost curves in your explanation? What is the 
difference between 'shutting down temporarily’ and ‘exiting the industry’? Provide an example of 
a change in an industry which is likely to have forced many firms in that industry into a 


shutdown decision. 
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ANSWER SHEET FOR PART A 


Student Name 
Student Number. 
Please CIRCLE clearly the correct answer. 
Question 
1. eAe “Be “Ce *De 
a. eAe “Be “Ce *De 
a eAe “Be “Ce *De 
4. eAe “Be “Ce *De 
5. eAe “Be “Ce “De 
6. eAe “Be “Ce *De 
7 eAe “Be Ce *De 
8. eAe “Be Ce *De 
9. oAe “Be “Ce *De 
10. eAe “Be “Ce *De 
‘ee eAe “Be “Ce *De 
103 eAe “Be “Ce *De 
13. eAe “Be “Ce *De 
14. eAe eR “Ce *De 
15. eAe Bee “Ce *De 


Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 
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